Interest rate is one of the primary tools in the monetary policy which moves the countries' economy into positive or negative path. In the meantime, the fiscal imbalance keeps a bond on the interest rate of countries. Empirically, this study tested the impact of fiscal imbalance on the interest rate in Sri Lanka using the annual time series data from the period of 1959 to 2014. In this study, the fiscal imbalance was considered as the independent variable and the interest rate was used as the independent variable. While the money supply and the inflation were utilized as controlled variables. To test this impact, the multiple regressions model was employed. Based on the regression outcome, the fiscal imbalance positively impacted on the interest rate at one percent level.
Introduction
What is the fiscal imbalance? The fiscal imbalance means that the fluctuation between government revenue and government expenditure within a financial year which may be surplus or deficit; if it is surplus the government revenue must be greater than government expenditure. On the other hand, if it is deficit, the government revenue must be less than government expenditure. In Sri Lankan experience, the fiscal imbalance is as deficit for long term.
What is the interest rate? Interest rate is the amount of charged, expressed as a percentage of capital by a lender to a borrower for the uses of assets. The interest rates are typically noted on an annual basis, known as the annual percentage rate. The assets borrowed could include the cash, consumer goods, large assets: a vehicle or building. The interest is essentially a rental, or leasing charge to the borrower, for the asset's use. In the case of a large asset, like a vehicle or building, the interest rate is sometimes known as the "lease rate". When the borrower is a low -risk party, they will usually be charged a low interest rate; if the borrower is considered high risk, the interest rate that they are charged will be higher.
The relationship between the fiscal imbalance and the interest rate is complicated which is argued by economist, because the world countries follow the different strategies to solve their fiscal imbalance. [4] states that, In view of classical system components of commodity demand determined interest rate. The behavior of interest in classical system is examined by applying the concept of demand for and supply of loan able funds. Many economists argued that when government finance its deficit by borrowing from the domestic market, loan become scare for privet sector and this activity leads to higher interest and crowding out effect in the economy.
In the world wide, the number of researchers studied the relationship between the fiscal imbalance and the interest rate. But, in this study the following studies had been selected as litterateurs [1] [2] [3] [4] [5] [6] [7] [8] . In these studies, the mixed methodologies were employed. Based on the outcomes of these studies, it was confirmed that there was positive relationship between the fiscal imbalance and the interest rate.
In Sri Lankan experience, the relationship between fiscal imbalance and interest rate was not properly studied. This situation formulates a study gap for doing a research on this relationship. Therefore, to fills this research gap this study is designed the following sub items: introduction, research methods, Results and discussion, conclusion and recommendation.
Research Methods
Most of the literatures in this study to test the impact of fiscal imbalance on the interest rate were used the following variables such as fiscal imbalance, interest rate, money supply and inflation which were also considered in this study. Here, the interest rate was considered as dependant variable. Likewise the fiscal imbalance, the money supply, and inflation rate were considered as independent variables. The fiscal imbalance was considered as root independent variable and other independent variables were considered as controlled variables. The mathematical relationship between the dependent and independent variables define as follows:
From the mathematical function (1), the econometric equation is derived as:
where was interest rate, defined the fiscal imbalance, illustrated the broad money supply, demonstrated the inflation rate which was proxied by the Colombo Consumer Price Index, were the coefficients and was error term. To test the impact of fiscal imbalance in this study, the annual time series data were utilized covering the period of 1959 to 2014 which were gathered from the annual reports of the Central Bank of Sri Lanka. Moreover, the multiple regressions model was used to test the impact of the fiscal imbalance on the interest rate. In the meantime, to test the cointegration order of the variables the Augmented Dickey Fuller (ADF) testing approach was applied. Meanwhile, to confirm the stability of the estimated model the CUSUM plot, R-squared, F-statistic and Durbin Watson statistics were considered, and also to confirm the serial correlation effect of the estimated model the Brush -Godfrey serial correlation test was employed. Moreover, to test the impact of fiscal imbalance in this study the coefficient of fiscal imbalance in the estimated model and its probability value were used.
Results and discussion
In this study the interest rate, the fiscal imbalance, the money supply and the inflation rate are considered as variables. Here, the fiscal imbalance and the money supply are mentioned in Sri Lankan rupees. Likewise, the inflation rate and the interest rate are indicated in the rate pattern. According to the ADF test results, all variables in this study excluding the fiscal imbalance are non stationary at level form because the critical values of the ADF test at whole level greater than the estimated values of ADF test. But in the 1 st difference form, all of them excluding the inflation rate are stationary at 1 st difference form.
As mentioned in the research method, the multiple regressions model is used to test the impact of fiscal imbalance on the interest rate. For testing the serial correlation effect of the fitted model the Brush -Godfrey serial correlation LM test is used. The following table illustrates the results of the Brush -Godfrey serial correlation LM test. According to the Brush -Godfrey serial correlation LM test, the estimated model does not suffer from the serial correlation effect. Because, the observed R-squared is 1.529551 and its probability value is 0.465438. Here, the probability value is greater than at five percent significant level. Therefore, the estimated model is not suffering from the serial correlation effect. In the meantime, to test the validity of the estimated model in this study, the CUSUM plot is used which shows as follows. In this study, based on Brush -Godfrey serial correlation LM test and the CUSUM plot, the fitted model does not suffer from the serial correlation effect and also which is stable. Therefore, the detail of the fitted model shows in the following table. In the above table 3, the coefficient of fiscal imbalance is 0.55 and its probability value is less than one percent. Therefore, this variable significantly and positively impacts on the interest rate. It means that when the fiscal imbalance increases by one percent, the interest rate increases 0.55 percents. Meanwhile, when the fiscal imbalance decreases by one percent, the interest rate decreases 0.55 percents. Likewise, the coefficient of money supply in the fitted model is (-0.11) which negatively impacts on the interest rate at five percent significant level. The inflation rate in the fitted model also positively and significantly impacts on the interest rate at five percent level.
Conclusions and Recommendation
In this study, to test the impact of fiscal imbalance on interest rate in Sri Lanka the interest rate was considered as dependent variable. Likewise, the fiscal imbalance, money supply, and inflation rate were used as independent variables. In the meantime the multiple regressions model was used to test this impact. Based on the outcome of the fitted model, the fiscal imbalance during the period of 1959 to 2014 in Sri Lanka positively impacted on the interest rate at one percent significant level. 
